Michigan Law Review
Volume 42

Issue 6

1944

AUDITING STANDARDS AND PROCEDURES IN THE LIGHT OF
COURT DECISIONS
Frederick K. Rabel
University of Berlin

Follow this and additional works at: https://repository.law.umich.edu/mlr
Part of the Banking and Finance Law Commons

Recommended Citation
Frederick K. Rabel, AUDITING STANDARDS AND PROCEDURES IN THE LIGHT OF COURT DECISIONS, 42
MICH. L. REV. 1009 (1944).
Available at: https://repository.law.umich.edu/mlr/vol42/iss6/4

This Article is brought to you for free and open access by the Michigan Law Review at University of Michigan Law
School Scholarship Repository. It has been accepted for inclusion in Michigan Law Review by an authorized editor
of University of Michigan Law School Scholarship Repository. For more information, please contact
mlaw.repository@umich.edu.

1944]

AUDITING STANDARDS

1009

AUDITING STANDARD~ AND PROCEDirn.ES
IN THE LIGHT OF COURT DECISION$

Frederick K. Rabel*
VER since the Securities and Exchange Commission announced its
amended rule 2-02 1 and required the accountant's certificate to
include a statement as to compliance with generally accepted auditing
standards, the accounting profession has been confronted with the problem of how to state those heretofore undefined standards. In the meantime, the committee on auditing procedure of the American Institute of
Accountants requested the assistance of all practicing certified public accountants and all state accounting societies in taking prompt action toward defining auditing standards,2 and two members of the profession
have since gone on record by courageously submitting tentative lists of
proposed auditing standards.8
As Mr. Webster pointed out in the latest contribution to the problem, the greatest difficulty encountered by anyone setting up auditing
standards is the task of drawing a distinct line between standards and
procedures because any statement of detailed auditing procedures might
be felt by many to constitute an "undesirable standardization of their
work" and an encroachment upon their "traditional freedom of action
and judgment." 4 At the same time, Mr. Webster emphasized the
necessity of supporting any such condensed and very general statement
of "primary audit requirements"-which he recommends-by case
studies to illustrate the audit procedures applicable in various circumstances. 5 The present paper is intended to prepare the way for such a
case study by presenting a review of American and British court decisions dealing with the duties and responsibilities of the auditor. The
usefulness of this approach was clearly recognized by Dicksee, the author of the standard work on auditing in England, when he started his

E

* M.B.A., University of Michigan; C.P.A., (Chicago) Illinois; Dr. Jur., University of Berlin.-Ed.
1
Sec. & Exchg. Com., Accounting Release No. 21, Feb. 5, ·1941, in regard to
amendments to Regulation S-X re accountants' certificates.
2
Editorial in 73 J. AccTcY. 291 (1942). S. S. Webster, Jr., "Why We Need
Auditing Standards," 75 id. 426 at 429 (1943).
8
~- J. Broad, "Auditing Standards," 72 id. 390 (1941) and S. S. Webster, Jr.,
''Why We Need Auditing Standards," 75 id. 426 (1943).
4
Id. 429.
5
Case studies also recommended by editorial in 72 id. 385 (1941).
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collection of English law cases, many of which had never been published in the usual reports and therefore had not been accessible to the
legal and accounting professions.6 Dicksee's impressive list, as well as
several studies by American authors utilizing American case law in this
fi.eld1 seem to indicate that one can hardly speak of a "dearth of authoritative precedents" 8 in auditing procedure. It is felt that the pronounceip.ents by some of the most outstanding lawyers of the United States,
England and the Dominions, formulated after careful consideration of
the testimony given by expert witnesses and after consultation of the
leading textbooks on auditing, may be read and studied with due respect by the accounting profession; not only to find the answer to the
vital question of the auditor's legal responsibility, but also with a view
toward defining auditing standards--a task which so far the profession
has been unable to accomplish.9
A word of justification may seem necessary for the treatment of the
law of all English speaking countries as one system. Anybody familiar
with the practice of courts tn the United States and the Dominions of
referring to and actually following earlier leading cas.es in England,
will not be surprised to see the same thing happening with respect to
the decisions here discussed. Furthermore, the science of auditing as it
has been developed jn the schools and practiced by an independent pro- .
fession can be called an institution peculiar to the Anglo-American business world. Auditing and accounting developments have taken a similar
course in this country and the British· Commonwealth and, though the
auditor's duties are affected to a certain extent by different statutory enactments 10 and certain differences in audit procedures in use in the
6 DICKSEE, AUDITING: A PRACTICAL MANUAL FOR AUDITORS, 15th ed., Rowland
rev., pp. 330 ff and app. B, pp. 703 ff (1933). This book contains a collection of cases
many of which are not found in the usual reports. The collection is considered authoritative~ as shown by citations in McBride·v. Rooke & Thomas, [1942] 3 Dom. L. Rep.
(C.A. Sask.) 81.
7 W. D. RicH, LEGAL RESPONSIBILITIES AND RIGHTS· OF PUBLIC AccouNTANTS
(1935); MONTGOMERY, AUDITING THEORY.AND PRAc"l'IcE, 6th ed., 627-649 (1940);
R. Buchanan, "A Review of Court Decisions," PAPERS ON AUDITING PROCEDURE, 52d
Annual Meeting, American Institute of Accountants, II8 (1939).
8 This stateme~t was made by S. J. Broad, "Auditing Standards," 72 J. AccTCY.
390 at 396 (1941).
9 The first step in this direction, however, was the publication by the Federal
Reserve Board of the bulletin "Verification of Financial Statements" in 1929. (Revised and published by the American Institute of Accountants under the title "Examina._
tion of Financial Statements by Independent Public Accountants" in Jan., 1936).
10 E.g., in England, the Companies Act of 1929, 19-20 Geo. 5, c. 23, § 134;
in the United States, the Securities Act, 15 U.S.C.A. §§ 77a-77aa (1941) and the
Securities Exchange Act, 48 Stat. L. 881 (1934), 15 U.S.C.A. §§ 77a-78hh-1 (1941).

1 944]

AUDITING STANDARDS

various countries,11 it is no exaggeration to speak of an Anglo-American
common law of auditing.
Doubts have been expressed whether reliance may be placed on
some _of the earlier decisions in view of the advances in modern auditing techniques. 12 However, even cases which are based on what may
now be considered antiquated audit procedures still furnish a minimum
standard for the conduct of the auditor, and, as will be seen, it is
especially among the older decisions that some of the best statements of
the auditor's general responsibility can be found.
Finally, though the question of the auditor's liability to parties
other than his client has by no means been finally settled, a discussion of this interesting problem would be beyond the scope of this
paper; for a concise and up-to-date statement of ta.e problem the reader
is referred to the annotation to State Street Trust Co. v. Ernst in the
American Law Reports. 18

I
JUDICIAL PRONOUNCEMENTS WITH RESPECT TO
GENERAL AUDITING PROBLEMS

Judicial pronouncements are available on certain important general
auditing problems which the auditor has to face in any type of audit he
may be conducting; these will be discussed in the following section.
Specific audit procedure will be considered in the second section of this
paper.
A. General Purpose of the Audit
The first question in the mind of the public accountant, his client
and other parties interested in the audit report, is the general purpose
of the audit. Whereas the English Companies' Act ( and all similar
statutes modeled after it and introduced in the various Dominions) provides specifically that it is the duty of the auditor "to report to the
stockholders on the accounts examined by him" and to state whether
11 E.g., with respect to physical testing of inventories, see W. A. Staub, "Auditing
Developments during the Present Century." D1cKINSON LECTURES 1940-1941, p. 51
(1942).
12 S.J. Broad, cited supra, notes 3 and 8.
18 278 N.Y. 104, 15 N.E. (2d) 416, 120 A.L.R. 1250 at 1262 (1939). See
also MoNTGOMERY, AUDITING THEORY AND PRACTICE, 6th ed., p. 635 (1940); W. D.
RICH, LEGAL RESPONSIBILITIES AND RIGHTS OF PUBLIC ACCOUNTANTS (1935); J. W.
Meek, "Liability of the Accountant to Parties Other than his Employer for Negligent
Misrepresentation," 1942 Wis. L. REV. 371.
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"the balance sheet was properly drawn so as to exhibit the true and
correct view of the state of the company's affairs according to the ,best
of his information and as shown by the books of the company," 14 there·
is no such statutory requirement in the United States. However, the
regulations issued by the Securities and Exchange Commission in connection with the federal Securities Acts contain a number of important
rules and describe certain features of the certificate the auditor is to
'
render upon completion of his review.15 In both situations,.whether
the
report is to the stockholders as in England or to the directors as in this
country, the over-all duty of the auditor as formulated in the now
classical cases of Leeds Estate Building and Investment Co. 16 and In re
London & General Bank17 is the same: It is the duty of the auditor
to inquire into the substantial accuracy of the accounting reports. He
has to test the genuineness of the management's representations and
must ascertain that the statements show the true financial position; otherwise the audit is an idle farce. This duty to disclose the true position
should prevent the auditor from overstatement as well as understatement. A conscientious auditor might not accept as a general statement
the decision in Newton v. Birmingham Small Arms Co.18 which implied that an auditor may properly certify to a balance sheet although
it shows the position of the company as being not as good as it is in fact.
Certainly, in so far as the exact position of the company under review is
not determinable, reasonable latitude must be allowed for inaccuracies
in the estimate of inventory values, collectible receivables, depreciation,
accrued liabilities, etc., and the auditor should not be condemned for
estimating such doubtful items on the conservative side. But a balance
sheet should not be drawn up intentionally to understate the financial
position, e.g., by failure to disclose substantial secret reserves as in the
Newton case, and thus to mislead the stockholders or other interested
parties. The maxim of Bilanz-Wahrheit and Bilanz-Klahrheit as
embodied in the German commercial code 19 must be the fundamental basis for any audit if it is to serve any useful purpose.
The Companies Act, 1929, 19-20 Geo. 5, c. 23, § 134.
Sec. & Exchg. Com., Accounting Release; No. 12, Feb. 21, 1940; No. 13,
Feb. 20, 1940; No. 21, Feb. 5, 1941; and others.
16 36 Ch. D. 787 (1887).
17 [1895] 2 Ch. 673.
18 [1906] 2 Ch. 378.
19 Balance sheet truth and clarity, Germ. Com. Code, § 260-261; cf. address by
Dr. W. Voss to the lnt'l Congress on Accounting, Proceedings, 520, 531 (London,
1933).
14

15
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The vast array of documentary evidence to be passed upon by the
investigating accountant was well described in Cuff v. London and
County Land & Building Co., as the "area which covers accounts,
vouchers, invoices and documents constituting the materials out of
which the entries in the books originate." 20 To this may be added the
need for independent confirmation and physical inspection as incµspensable tools of verification whose utiHty was taught by the lessons of the
McKesson & Robbins case.21

B. Effects of Terms of Audit Agreement
The specific duties of the auditor and the requirements for specific
audit procedures vary according to the terms of the audit agreement.
This is the primary reason why so many practitioners object to the
standardization of audit procedures, pointing -to the unlimited· variety
of audit situations and contract stipulations. However, in the case of the
certified audit report--and this is the only form of audit about whose
"standard" requirements the professional independent accountant
should be concerned-the courts have applied a certain general standard
of professional care and prudence which they do not require in case of
special agreements calling for mere bookkeeping work or unverified
accounting analyses.
A good illustration is afforded by the recent American ·case of
O'Neill v. Atlas Automobile Finance Corp., 22 where the court refused
to hold an auditor liable who failed to discover certain embezzlements
by the client's bookkeeper because the auditor's letter of transmittal
clearly indicated that his reports were unverified and uncertified; under
the terms of the specific contract the jury found there was no duty to
ascertain the accuracy of the accounts receivable and whether the ledgers balanced.28
·
Similarly, the English High Court of Justice found in the case of
Trustee of the Property of Apfel v. Annan, Dexter & Co.24 that an
auditor was not negligent in not disclosing certain frauds committed by
[1912] I Ch. 440 at 444.
Report on Investigation before the Securities and Exchange Commission, Wash.,
D.C., Dec. 1940. Summary of Findings and Conclusions, see Sec. & Exchg. Com.,
Accounting Release No. 19, Dec. 5, 1940.
22 139 Pa. Super. 346, II A.(2d) 782 (1940).
28 The auditors apparently had failed to do this because they did not discover that
the bookkeeper concealed his irregularities by forcing the total of tlfe accounts receivable
trial balance.
u {Ch. D. 1926) D1cKSEE, AUDITING, 15th ed., (collection of cases) IOII
(1933).
20
21
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copartners against the senior partner of the audited firm because the
terms of the agreement merely called fqr the preparation of tax returns
and not for a certified audit; it might be implied from the ruling of the
court that in a regular audit the accountant possibly would have been
held liable in damages for including bonuses paid illegally and in excessive amounts to copartners in the year's salaries and for including
· overdrafts by the same partners in "sundry debtors" without any segregation or explanatory note. Smith v. Sheard 25 presented the unusual
situation of an accountant who had inadvertently charged his fees for
"auditing'' whereas under the employment contract he was only to post
-the books and prepare therefrom a balance sheet; he was sued for
negligence because he did not check any of the cash records and consequently failed to detect fraud on the part of an employee. The judge
properly instructed the jury that the defendant's liability depended
upon the question whether he had agreed to make a "complete" audit.
Again, in Maritime Insurance Co. v. William Fortune 26 the auditor
omitted some very elementary audit procedures in vertifyi,ng the collection of premium money, yet was not held liable since the terms of employment called only for an examination of the books for the purpose
of making a report from a branch to the main office.
On the other hand, the need for careful wording of the audit agreement was clearly emphasized in another English decision, Fox and Son
v. Morrish, Grant & Co. 21 Here, although the audit arrangements
called for a limited'verification, the auditor was held negligent because
he did not verify cash at the bank by an independent bank certificate and
cash on hand by actual count; the court was deeply impressed by the
testimony of expert witnesses as to the rigid standards which the auditor had ignored in his cash verification.28

C. Testing and Sampling Method
Do the courts recognize in the regular audit which calls for a certified report the method of testing and sampling? The court in In re
London and General Bank had already found that "where there is
nothing to excite suspicion, very little inquiry will be reasonably sufficient, and in practice business men select a few cases at haphazard, see
that they are right, and assume others like them are correct also." 29
(Liverpool Assizes 1906) id. 817.
(K. B. 193 i) id. 1045.
27 35 T.L.R. (K.B.) 126 (1918).
28 See infra p. 1025 under cash procedures.
29 [1895] 2 Ch. 673 at 683.
25

26
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Likewise the New York Supreme Court in the Ultramares case accepted
the test and sample method "as to accounts regularly entered upon the
books in the usual course of business," so but found it not sufficient where
the auditor is to find out whether there were any accounts at all. The
recommendation made in connection with this case that c~re should be
taken to indicate in reports and in certificates where the test-checking
procedure is used, as distinguished from complete verification, has been
followed for some time in the independent accountant's certificate generally in use in the United States. 31 Also, in the Canadian decision in
McBride's Ltd. v. Rooke & Thomas, 32 Chief Justice Martin quoted
with approval from a legal text book referring to the duties of the auditors: "They are not bound to go through every document and paper of
the company; they may, for instance, take a few vouchers at haphazard, and if these are in order they may assume that the other vouchers are in like case." 83
The problem of reconciling the use of the test method with a reasonable possibility of discovering fraud in the course of an audit has
been considered by the Securities and Exchange Commission in the
McKesson & Robbins case.34 The commission is quoted here because,
although it cannot speak with the authority of a law court, as a quasijudicial body it already enjoys great authority in all accounting and
auditing matters for the whole of the United States and in the future
may carry great weight with the law courts as well. In summing up the
lessons of the great fraud, the commission warns that the auditors' failure to detect the fraud "should not . . . lead to general condemnation
of recognized procedures for the examination of financial statements
by means of tests and samples." 35 The recommended "extensions of
auditing procedures" rather than detailed audits or a detailed prescription of the audit scope woul~ be more e:ffective for the discovery of
gross overstatements in the accounts which, even if perpetrated by the
management, is in the opinion of the commission still a "major purpose
of the audit." 86
255 N.Y. 170 at 192, 174 N.E. 441 (1931).
"have examined or tested accounting records . . . to the extent we deemed
appropriate."
82 [ 1942] 3 Dom. L. Rep. ( C.A. Sask.) 8 1.
38 Id. at 84.
84 See supra, note 2 l.
85 Sec. & Exchg. Comm., Accounting Release No. 19 at p. 13, Dec. 5, 1940.
86 Ibid.
80

81
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D. Discovery of Fraud
Long before the Securities and .Exchange Commission issued its
opinion in the McKesson & Robbins case the New York Supreme Court
had recognized that the discovery of fraud may well come within the
"reasonable contemplation of the parties" and that the object of the
checking of accounts may be to "prevent, or at least arrest, just such
practices as ... [the cashier] indulged in" ( embezzlements by falsifying the entries in the cash book).37 It was stated that "had an examination . . ; performed with that degree of skill and care demanded . • .
resulted in preventing the defendant's loss, they [ the auditors] should
respond in damages." 38 Impressive is the list of decisions where auditors have been held liable for their failure to disclose embezzlements,
etc., through the omission of fundamental audit procedures. Such instances are: delaying and substituting bank deposits and "kiting"
checks,39 checks issued by the cashier to "yourselves," 40 manipulation of
a broker's margin account, 41 rents actually collected, but dressed up as
arrearages,42 and many others.
Municipal audits require special vigilance in the review of transactions with respect to their propriety and authority, and the discovery of
fraud may be a specific ( express or implied) object of the audit. In the
recent decision in Maryland Casualty Co. v. Cook 48 the auditor was
found negligent because he did not discover several very serious irregularities committed by the city treasurer, namely, the embezzlement of
delinquent property taxes subsequently collected without a record and
concealed_by destruction of the duplicate receipts and an alteration of the
delinquent tax roll, and the abstracting of sales proceeds of delinquent
taxpayers' property. In City of East Grand Forks v. Steele the Minnesota Supreme Court said that the auditors were "employed to ascertain,
among other things, whether any irregularities had occurred in the
financial transactions of the city clerk, and, if so, the nature and extent
37 Smith v. London Assur. Corp., 109 App. Div. 882 at 884, 96 N.Y.S. 820
(1905) •
.ss Ibid.
89 National Surety Corp. v. Lybrand, 256 App. Div. 226, 9 N.Y.S. (2d) 554
(1939); see also McBride v. Rooke & Thomas, [1942] 3 Dom. L. Rep. (C.A. Sask.)
81.
40 Dantzler Lumber Co. v. Columbia Casualty Co., l l 5 Fla. 541, I 56 So. II6
(1934).
,
41 Craig v. Anyon, 212 App. Div. 55, 208 N.Y.S. 259 (1925).
42 Cuff v. London & County Land & Building Co., [1912] I Ch. 440.
48 (D.C. Mich. 1g40) 'HF. Supp. 160.
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of such irregularities." .u. Other municipal audit cases where the auditor
was held liable, are Board of Com,m,issioners of .Allen Cownty v.
Baker,45 Twmbar,u,mba Shire Cowncil v. S.46 ·and Thomas v. The Corporation of Devonport.47
An exception was the judgment in Cownty of Renfiew (Ont.) v.
Lockhart 48 in favor of an auditor who had been charged with negligence for his failure to discover a shortage of $n8,ooo in the accounts
of the city treasurer; the. court held that, while the accountants were lax
in the performance of their duty, their laxness did not amount to negligence since their limited experience as auditors should be taken into account.
The very recent judgment by the Supreme Court of New Mexico
in Fidelity and Deposit Company of Maryland v. A. L. Atherton 49
should also be considered an exception. Here the facts were similar to
those in Maryland Casualty Co. v. Cook: 50 a surety company attempted
to collect by subrogation from the auditors who, by omitting the exam:..
ination of basic accounting docume~ts, had been unable to discover
embezzlements of tax collections and other moneys belo~ing to the
county under audit review. The court not only found that _there was'no
fraudulent audit report and therefore no application of the Ultramares
doctrine, 51 but also seemed to accept the findings of the trial court which
denied any negligence on the part of the auditors. The main reason,
however, for the favorable decision was the consideration that the
surety company had been paid already two-thirds of its outlay by the
principal debtor ( the chief treasurer of the county) and had refused to
enforce collection of the remaining balance from the principal; under
the circumstances, "it would be inequitable to require a third person to
pay it."
·
On the other side, the auditor's liability has definite limitations.
There is no responsibility on his part if the client fails to carry out
suggestions of his auditor regarding certain deficiencies in the account121 Minn. 296 at 300, 141 N.W. 181 (1913).
152 Kan. 164, 102 P. (2d) 1006 (1940).
46 (N.S.W. Sup. Ct. 1916) Austr. Dig. (Supp. 1934-1939) p. 397, 3 L.G.R.
(N.S.W.) 162.
47 [1900] I Q. B. 16.
48 42 Ont. W. N. 727 (1933).
49 (N.M. 1944) 144 P. (2d) 157, 77 ]. AccTCY. 171.
50 (D.C. Mich. 1940) 35 F. Supp. 160.
51 255 N.Y. 170, 174 N.E. 441 (1931).
44
45
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ing system,52 or if the client restricts the scope of the audit so_ that it is
impossible to uncover the irregularities. 53 Furthermore, there can be
liability only if the auditor omitted any reasonable audit procedures or
failed to follow up any specific suspicion. The view of Justice Talbot
of the English Higli Court of Justice that it was the duty of auditors
to be suspicious, "that was what they were for," because "if everybody
was honest and careful there would be no need for auditors," 54 does
not seem to properly appraise the purpose and limitations of an audit.
This opinion can be discounted as a minority opinion. According to the
better view, "he is not bound to assume ... that he is dealing with
fraudulent and dishonest people," and only "if circumstances of suspicion arise,,it is the duty of the auditor, in so far as those circumstances
relate to the financial position of the company, to probe them to the
bottom." 55 The auditor is entitled to assume that the books are correct
in the absence of suspicion of defalcation. 56 The mere fact that a fraud
was not discovered in the course of an audit is not conclusive evidence
of negligence in the conduct of the audit. 57 The auditor is not liable for
not tracking out ingenious and carefully laid schemes of fraud; "he is
not bound to be a detective. -. . . He is a watch dog, but not a blood
hound."58 Auditors.are entitled, in the absence of anything calculated
to arouse suspicion, to presume the honesty of the company's employees
and the efficacy of its internal control; the duty of the auditor is verification, not detection. 59 The balance sheet bearing the auditor's signature cannot be expected to constitute a guarantee of the honesty of all
members of the (client's) staff and an assurance that the auditor's
vigilance has not been eluded.60
With this last-mentioned statement by the Canadian Supreme
Court the accounting profession might agree except for two restrictions.
·( r) As Dicksee in his comment on the English case of the City Equit52 In re S. P. Catterson & Sons I,.td., 30 CAN. CHART. AccT., No. 4, p. 326
(1937); International Laboratories v. Dewar, [1933] 3 Dom. L. Rep. (C. A. Man.)
665.
53 Jamieson, Austin & Mitchell, Ltd. v. Battrum, [1934] l West. W. Rep. (Alta.
Sup. Ct.) 324; Craig v. Anyon, 212 App. Div. 55, 208 N.Y.S. 259 (1925).
54 Armitage v. Brewer and Knott, (K.B. 1932) DrcKSEE, AUDITING, 15th ed.,
(collection of cases) 1101 at II06 (1933).
55 London Oil Storage Co. v. Seear, Hasluck & Co., (K.B. 1904) id 800 at 803.
56 Short & Compton v. Brackett, (Colchester County Ct. 1904) id. 798 at 800.
57 Calne Gas Co. v. Curtis, (K.B. 1918) id. 949 at 958.
· 58 In re Kingston Cotton Mill Co., [1896] 2 Ch. 279 at 288.
59 Guardian Insurance Co. v. Sharp, [1941] 2 Dom. L. Rep. (Can. Sup.) 417.
60 Ibid.
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able Fire Insurance Co. has already pointed out,01 it is not right and
reasonable for the auditor to rely on statements by trusted servants in
connection with matters that are quite practicable for him to verify
by personal investigation. ( 2) The auditor must review or test the internal control system before he can rely on its efficacy.

E. Internal Check and Control
Another recent Canadian decision has for the first time dealt with
the duties of the auditor in respect to the client's system of internal control. MacLean, Judge, in McBride, Ltd. v. Rooke & Thomas, 62 said,
"Apart from his legal duties it appears that the duty of an auditor on
commencing his duties with any client is to familiarize himself with the
system of bookkeeping conducted by his client. . .. The auditor should
ascertain . . . whether the bookkeeping operates as an internal check,
whether it is so intended to operate, and, if it is so intended to operate
... then the extent and thoroughness of that internal check; the auditor
having ascertained where the internal check, if any, ends, should begin
his audit from that point on. If there were no internal check he would
have to commence his work from the earliest point, perhaps the cash
register. If an efficient internal check carries on further, the audit
should begin where that ends." 63
These words of Judge MacLean must be understood as stressing
the need for additional audit procedures in the case of a weak internal
control system; they should not mean that the existence of strong internal control relieves the auditor from substantiating material items on
the client's financial statements.

F. Reliance on Recorded Transactions prior to Period under
Review and on Accounts Examined by Other Auditors
The difficult problem which has confronted every auditor in a
"first" audit, namely, to what extent he has to examine the accounts
for preceding years, has been discussed in the Australian case, Morton
v. Arbuckle.64 The setting in the case was rather unusual since the
61 [1925] Ch. 407. See D1cKSEE, AUDITING, 15 ed., 360 (1933). Same point
was raised in "Extensions of Auditing Procedures," Am. Inst. Acc. Statements on Auditing Procedures, No. 1, Oct. 1939.
62 [1941] 4 Dom. L. Rep. (K.B. Sask.) 45, [1942] 3 Dom. L. Rep. (C.A.
Sask.) 81.
68 [1941] 4 Dom. L. Rep. (K.B. Sask.) 45 at 49.
64 (Vic. Sup. Ct. 1919) 3 Austr. Dig. 1825-1933, p. II79, [1919] Vic. L. Rep.
487, 41 Austr. L. T. 18, 25 A.L.R. 26.0.
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question was not so much whether the auditor had· failed to fulfill his
duties as whether he exceeded them by demanding explanation of cer.:
tain entries recorded prior to the year under review. Engaged, to audit
th~ books of a church publication for the year 1915, he found a number
of interest charges of substantial amounts debited to capital account and
brought what he had found to the attention of the church council, his
employer. He was then accused by the publisher of the newspaper
of publishing false and misleading reports, of obtaining his figures surreptitiously, etc. The accountant thereupon filed suit for libel against
the publisher and was upheld by the court, with an award of £250 for
damages. The court found that the auditor is entitled to take as a starting point the balance brought forward from previous years but, if he
has reason to question the correctness of this balance, it is his duty not
only to call attention of his principals to this doubt but to give them all
the information he has in relation to it. Though the decision does not
say positively that it is the auditor'~ duty to investigate any balances
brought forward in the first place, prudent auditing practice would require the investigation of significant items if an unqualified audit report
is to be rendered. Thi!? would be analogous to the American decision in
Beardsley v. Ernst 65 where the public accounting firm had relied on
fraudulent financial statements received from abroad with respect to
certain foreign constituents of the American company under audit, but
was found not liable because the certificate covering the entire group
had been appropriately qualified.
In the above situations, recent rulings by the American Institute of
Accountants should be considered, under which no opinion at all should
be rendered if the qualification is of such a nature as to negative the
value of the opinion as a whole. 66

. G. Knowledge o/ Legal Matters
The duties of the auditor do not concern accounting matters alone,
but extend into the field of legal questions. There are the questions of
the proper handling of the capital stock and surplus accounts, of proper
authority for corporate transactions, compliance with trust indentures,
partnership agreements, etc. However, the courts have generally taken
a stand which made the auditor's liability rather light in this respect.
Lord Chelmesford's very general statement in the early case of Spack47 Ohio App. 241, 191 N.E. 808 (1934).
Am. Inst. Acc. Statements on Auditing Procedures, No. 2, Dec., 1939; No.
Sept., 1942; and No. 13, Dec., 1942.
65

66

II,
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man v. Evans in 1868: "It would be no part of their office to inquire
into the validity of any transaction appearing in the accounts of the
company," 67 seems to have been followed to a certain extent in England as well as in the United States. In the case of the Trustee
of the Property of Apfel v. AMJan, Dexter & Co.68 the auditors-were
not liable for failing to see that illegal bonuses had been received by
the junior partners when the senior partner, who had signed documents
authorizing such bonuses as well as fraudulent overdrafts, did not
understand their legal significance. In Flagg v. Seng 69 the defenq.ant
auditors failed to disclose the illegal exchange of capital stock for real
estate and did not prevent the declaration of illegal dividends. However, the evidence showed that the questioned transactions were part of
an established policy on the part of the directors of the company with
the approval of legal counsel. These facts were held sufficient ground
to exonerate the auditors of any liability.
The decision in O'Connor v. Ludlaw 10 even excused an auditing
firm which had a misconception of the 'legal significance of a trust indenture. TheY, showed on the balance sheet certain notes and accounts
·receivable as secured though in law they were not secured, since they
were under the impression that secured meant secured by the provisions
of a trust indenture which empowered the trustee to make advances.
The court held that the statement by the auditors was not necessarily
an assertion of knowledge but rather one of opinion and that no fraud
could be established. The suit was by third parties, other than the employer, and for alleged fraudulent misrepresentation; it may be that in
a suit by the client himself the auditors would have been found liable
for negligence and resulting damages if the lattei; could be proved.71
In In re Republic of Bolivia Exploration Syndicate, 12 the court went
at some length into the question of what legal matter the auditors of a
corporation ought to know. They should make themselves acquainted
with their duties under the articles of incorporation and the Companies'
Act, 78 but "there ·are other matters which [they]
could not be held re,
L.R. 3 H.L. 171 at 236 (1868).
{Ch. D. 1926) D1cKsEE, AUDITING, 15th ed., (collection of cases) IOII
( I 93 3), cited supra, note 24.
69 16 Cal. App. (2d) 545, 60 P. {2d) 1004 {1936).
70 (C.C.A. 2d, 1937) 92 F. (2d) 50.
71 The auditor had made other serious mistakes which undoubtedly amounted to
negligence, see infra p. 1023.
72 [1914] I Ch. 139.
78 This had already been decided in Leeds Estate Building & Investment Co., 36
Ch. D. 787 (1887).
67
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sponsible for not knowing and it may not always be easy to say in which
category any particular case falls." "Auditors are prima facie responsible for ultra vires payments made on the faith of the balance
sheet, but whether and to what extent they are responsible for not discovering and calling attention to the illegality of payments made prior
to the audit must depend on the special circumstances of each case." 74 In
the particular case, the auditors were not held liable for passing certain •
payments made to officers of the corporation for obtaining stock subscriptions and other unauthorized dealings with the management, because they properly qualified their report as to the evidence of vouchers
they saw, or rather did not see, in support of the transactions, and because previous and similar balance sheets presented by them had been
subsequently approved at the stockholders' meeting.
In spite of the apparent leniency of the courts, it would.seem that a
conscientious auditor should familiarize himself with the major legal
questions a:ffecting the form and contents of the financial statements
and, if necessary, should obtain advice in writing by legal counsel;
otherwise, should any illegal transaction have occurred wVithout knowledge of the independent accountant, he may, as suggested in the quoted
decision in In re Republic of Bolivia Exploration Syndicate,7 5 have to
carry the burden of defeating a prima facie case brought against him.

H. Account Classification
The courts have been repeatedly called upon to decide whether
misleading account classification on the auditor's published statements
represented negligent performance or even fraudulent misrepresentation. Since in the accounting profession itself there is no agreement
about the proper presentation of certain balance sheet and profit and loss
items, the courts are much less in a position to say in any particular case
whether the auditor has violated accounting rules. Therefore, in several cases the decision was based on other issues, and the question of
proper account classification was left unanswered.
However, there are a few cases which deserve special mention.
Perhaps the most important case in this line is the so-called Royal Mail
case. 76 Here, criminal charges were brought against the president and
74 In re Republic of Bolivia Exploration Syndicate, [1914] 1 Ch. 139 at pp.
and 140.
75 Id.
76 Rex v. Kylsant, 48 T.L.R. (Cr. App.) 6z (1931).
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the independent auditor for showing the annual profit and loss account
as one conglomerate item, described as "balance for the year, including
dividends on shares in allied and other companies, adjustment of taxation reserves, less depreciation on fleet, etc." The prosecution contended that such wording amounted to a clear representation to the
stockholders that the company had earned the amount stated, subject
to a modest matter of adjustment of some taxation reserves, whereas
in reality the ''balance" was only brought about by wholesale transfers
from hidden reserves which had nothing to do with the operating results for the current year. It was charged that the profit and loss account conveyed the impression that the company was prosperous, when
in fact actual losses on trading were being experienced. As a matter of
record; Lord Kylsant, the president, as well as Morland, the-auditor,
were absolved from any wrong intent in preparing and publishing the
balance sheet and related income account; only on the count of publishing and circulating a false and misleading prospectus in connection with
the issue of a new debenture stock was Lord Kylsant actually convicted.
In O'Connor v. Ludlam 11 investors of the audited corporation
brought suit against the public accountant for a fraudulently false and
misleading balance sheet on which, among other inaccuracies, cash held
in trust in the amount of $1,377,000 was not disclosed and advances to
subsidiary companies were not segregated from notes and accounts receivable. With respect to the first point, the defendants contended that
a contra-item of "funds for bond interest and redemption" 78 on the
liabilities side represented adequate disclosure. The court "supposed"
that as a principle of correct accounting the charge of the plaintiff was
true. Subsequently it sidetracked the question by stating that this was
not the issue for the jury, but whether by the wrong classification a false
impression was intentionally created. Regarding the failure to show the
notes as separate items, the federal court would not commit itself in
view of "conflicting testimony by experts as to whether good accounting
practice required it"; 79 the instructions to the jury were that it again
decide about the defendant's intent.
In Board of Commissioners of Allen County v. Baker 80 the auditors
were rebuked for not setting out the items of cash on hand in the county
clerk's office as required in the Minimum Standard Audit Program
77 (C.C.A. 2d, 1937) 92 F. (2d) 50, cited supra note 70.
1s1d. at 53.
79 Id. at 56.
so 152 Kan. 164, 102 P. (2d) 1006 (1940).
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adopted by the State Municipal Accounting Board. The auditor had included personal checks of the county clerk and IOU's in showing "cash
fund on hand." Two other interesting cases where wrong account classifications were part of the issue in court are State Street Trust Co. v.
Ernst 81 and In re Equitable Fire Insurance Co. 82
Finally, a recent case should be mentioned which came before the
Securities and Exchange Cqmmission. 83 The commission found that the
showing of a trading account in treasury stock under the name of "accounts receivable-trade," as "subsequent year's expenditures," or as
"farming operations," constituted a "concealment of material items by
improper classification"; 8 the accountant-who had also allowed his
name to be used in connection with this same trading account-was held
not independent and guilty of unethical and improper professional conduct under rule Ile of the commission.
,l

II

JUDICJAL PRONOUNCEMENTS WITH

RESPECT TO SPECIFIC

AUDIT PROCEDURES

Court decisions are available on the following main sections of a
balance sheet audit:
·
A. Cash
B. Receivables
C. Inventories
D. Securities
E. Liabilities
F. Operating accounts

A. Cash on Hand and in Bank
The best statement on the verification of cash on hand is found in
London Oil Storage Co. v. Seear, Haslu~k & Co. 85 Lord Alverstone,
Chief Justice, in his instructions to the jury pointed out that the auditor
must have taken reasonable steps to ascertain that the cash was on hand.
81 278 N.Y. 104, 15 N.E. (2d) 416 (1938). See 120 A.L.R. at 1262 (1939)
on display of bankrupt accounts.
82 (1925] Ch. 407. Debts due by the company's broker shown as call loans, as
loans, or even as cash in bank or on hand.
88 In the matter of Kenneth N. Logan (Union Sugar Co.), Sec. & Exchg. Com.,
Accounting Release No. 28, Jan. 8, 1942.
84 Id. at 2.
85 (K.B. 1904) D1cKSEE, AUDITING, '15th ed., (collection of cases) 800 (1933).
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"That does not enable you to answer the question without considering
what he has done, because there may be cases where he would be justified in acting on the representation of a cashier, or a servant whom he
had no reason to distrust; and, on the other hand, there may be cases
where he ought to go further and examine." 86 In rendering judgment,
the lord chief justice found that, since the auditors had taken no steps to
verify the amount of cash on hand appearing on the balance sheet, "the
jury have answered, in my opinion, absolutely rightly, that there was
not sufficient fulfilment of his duty in ascertaining whether that asset
really existed. I particularly desire to avoid using the words 'counting
the cash.' I do not think it is a true statement of the duty of an Auditor
although it is one way of putting it. Anything may be 'counting cash,'
if you ascertain it is there; but .•• there may be cases where the actual
counting of sovereigns is not even the best way of vouching or ascertaining the amount." 87 The failure on the part of the auditors in this
case was the more serious since they did not take as a warning signal
a very considerable increase in the cash balance over the amount in the
previous year.
The duties with respect to cash in bank were defined in Fox and Son
v. Morrish, Grant & Co. 88 : the amount must be ascertained from a
bank certificate. According to the New York Supreme Court in National Surety Corporation v. Lybrand it is "undisputed that cash in bank
can be verified absolutely," 89 and the court quoted at length from
Dicksee's Manual,9° Montgomery's Theory 91 and Bell and Powelson's
Auditing.92 Going into the details of a proper bank reconciliatio~, the
court ruled it was for the jury to say whether the practices ~f "lapping''
and "kiting'' should have put the defendant on guard, whether he
should have observed checks drawn out of numerical order and whether
he should have checked "outstandings" by comparing th~m with the
canceled vouchers returned by the bank. If the audit program calls for
certification of cash in bank as of the balance sheet date, the balance recorded on the books must be reconciled with the bank confirmation as
of that date; a bank confirmation obtained for; the balance of the day
Id. at 808.
Id. at 815-816.
88 35 T.L.R. (K.B.) 126 (1918).
89 256 App. Div. 226 at 233, 9 N.Y.S. (2d) 544 (1939).
86

87

90 D1cKSEE, AUDITING; A PRACTICAL MANUAL FOR AUDITORS,

15th ed., Rowland

rev., (1933).
91

MoNTGOMERY, AUDITING THEORY AND PRACTICE,

92 BELL AND POWELSON, AUDITING

(1939).

6th ed., (1940).
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prior to the balance sheet date does not represent sufficient verification.03
In special circumstances, tp.e confirmation of bank balances without independent contact with the agents and other parties with whom the client
is conducting business may be inadequate; this was pointed out by the
Securities and Exchange Commission in its special investigation of the
McKesson & Robbins case.94
The opinions vary greatly in so far as the detailed examination of
cash vouchers is concerned. The answer depends largely on the interpretation of the audit arrangements. The failure to detect certain clever
forgeries on a bank statement was-held not to be negligence 95 : counterbalancing checks were drawn on the client's bank account in the same
amount as checks received from customers and embezzled by the
cashier; no entries were made on the books and the offsetting amounts
were labeled EC 96 on the bank statement which created the impression
that the bank had merely corrected errors. Failure to examine duplicate
deposit tickets, although such examination would have disclosed that the
cashier pocketed money received for accounts previously written off as
uncollectible, was held not to amount to negligence. 97 Failure to examine all the passbooks of a mutual building society is not negligence because the call to produce the books can only be made with the assistance
of the secretary of the audited company and in the experience of other
societies it is always impossible to have every member send his passbook.98 Failure to check slot meter payments received by a gas utility
with the cashbook was not negligence.99 Finally, omission to examine
duplicate and triplicate receipts retained by a county as a permanent
record of the actual cash received from taxes was not negligence.100
However, failure to examine counterfoils of rent receipts issued to tenants was held negligence.101
Regarding cash disbursements, the English High Court of Justice
ruled as early as I 899 that it was the duty of the auditor to see not only
McBride v. Rooke & Thomas, [1941] 4 Dom. L. Rep. (K.B. Sask.) 45.
Sec. & Exchg. Com., Accounting Release No. 19, Dec. 5, 1940, p. 8.
95 International Laboratories v. Dewar, [ 1933] 3 Dom. L. Rep. (C.A. Man.) 665.
96 "Error Corrected"-This irregularity might have been discovered if the bank
statements had been sent directly by the bank to the auditor.
97 Guardian Insurance Company v. Sharp, [1941] 2 Dom. L. Rep. (Can. Sup.)
417.
98 Cork Mutual Benefit Society v. Atkins, Chirnside & Co., (Ir. Ct. K.B. 1911)
DrcKSEE, AUDITING, 15th ~d., (collection of cases) 893 (1933).,
99 Calne Gas Company v. Curtis, (K.B. 1918) id. 949.
10°Fidelity and Deposit Company of Maryland v. A. L. Atherton, (N.M. 1944)
144 P. (2d) 157, mentioned supra, note 49.
101 Cuff v. London and County Land & Building Co., [~912] I Ch. 440.
93

94
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whether there are vouchers, but to see the authorization and, if he discovered any illegal or improper payment, it was his duty to make it
public in his report.102 Though the decision applied to a municipal
audit, it may have significance for other audits where the auditor discovers and fails to question large and unusual payments which lack
authorization by the proper corporate agent. Checks issued by a bookkeeper to "yourselves" to facilitate embezzlements should'have been
discovered in an audit which called for all "disbursements through the
bank account verified by examination of checks, invoices and other supporting data on file.mos

B. Accounts and Notes Receivable
The procedure uppermost in the minds of auditors at present is
circularization and independent confirmation. The only case where the·
importance of this type of verification was judicially recognized is Craig
v. Anyon.10 ¾ In this audit of a brokerage firm the agreement provided
that the auditors "supervise, superintend and send out certain statements to customers"; 105 the defendant auditing firm failed to perform
that part of the agreement and as a result did not discover that the broker's trusted margin clerk had manipulated the account of a certain customer by paying out through this account with an original margin of two
hundred dollars the considerable sum of $r23,700 in the course of a
few years. The New York Supreme Court found that the auditors
clearly failed in their duties, but that they were saved from any claim
for damages because of contributory negligence on the part of the· client.
For a long time there has been no judicial pronouncement as to the
need for independent confirmation where no express agreement
called for it. On the contrary, Lord Justice Holmes of the Irish Court
of Appeal held that the auditor is not called on to seek for knowledge
outside the company or to communicate with customers or creditors.106
It was not until the McKesson and Robbins investigation by the Securities and Exchange Commission that circularization was made a generally accepted procedure.101 Recently, the circularization procedure has
102

Thomas v. The Corporation of Devonport, [ 1900] I Q.B. I 6.
Dantzler Lumber & Export Co. v. Columbia Casualty Co., 115 Fla. 541 at
544, 156 So. II6 (1934).
10
¾ 212 App. Div. 55, 208 N.Y.S. 259 (1925).
105
Id. at 62.
106
Irish Woollen Co. v. Tyson, (Ir. Ct. App. 1900) D1cKSEE, AUDITING, 15th
ed., (collection of cases) 761 at 763 (1933).
107
Sec. & Exchg. Com., Accounting Release No. 19, Dec. 5, 1940, p. 8.
108

1028

MICHIGAN LAW REVIEW

[ Vol. 42

been specifically mentioned by a federal court which had to investigate
the proper method of verifying a city's delinquent tax accounts receivable. In Maryland Casualty Company v. Cook 108 the federal district
court of Michigan listed among other omissions for which the auditor of
the city's books and records had been charged with negligence that he
"made no attempt to circularize the delinquent accounts outstanding." 109 It may be expected that in the future the courts will consider
direct test confirmation as an established audit procedure in municipal
and other audits alike, provided the accounts receivable represent a substantial portion of the assets under audit review.
The need for balancing the accounts receivable trial balance with
the control and proving its clerical accuracy was emphasized in O'Neill
v. Atlas Automobile Finance Corp. 110 The importance of proper classification of accounts and notes due from subsidiaries and the auditor's
responsibility for proper display of collateral securing the receivables
was stressed in O'Connor v. Ludlam.111 The duty to substantiate the
authenticity of charges to accounts receivable was the main issue in the
Ultramares case.112 The accountant's failure to discover that out of a
total of $r,35r,600 sales posted to accounts receivable $706,800 were
of a fictitious character was held negligence and even sufficient evidence
to raise the inference of fraud. Facts which aggravated the position of
the accountant were that all of the fictitious items were represented by
seventeen sales invoices posted in December, the last month of the accounting year, and not supported by any posting reference; that the
"phoney" sales invoices had no shipping number and varied in terms
of credit and in other respects from those usual in the business.
The auditor's duty to show receivables at a proper valuation had
already been recognized in In re London and General Bank.118 The
court there found that the showing of doubtful loans to customers and
securities in the amount of £347,000 as a good asset was unjustifiable
and that it was a mere truism to say as the auditors did on the balance
sheet: "the value of loans and securities depends on their realization."
"The duty of an auditor is to convey information, not to arouse in(D.C. Mich. 1940) 35 F. Supp. 160.
Id. at 165.
110 139 Pa. Super. 346, 11 A. (2d) 782 (1940).
111 (C.C.A. 2d, 1937) 92 F. (2d) 50. For the proper display of collateral see
also State Street Trust Co., 278 N.Y. 104, 15 N.E. (2d) 416 (1938). See 120 A.L.R.
1250 at 1262 (1939).
112 255 N.Y. 170, 174 N.E. 441 (1931). See 74 A.L.R. 1138 (1931).
118 [1895] 2 Ch. 673.
108

109
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quiry." m Justice Sherman in Arthur Green & Co. v. The Central Advance & Discount Corp.115 confirmed the auditor's duty to report to the
directors in cases where he is not satisfied with estimates of proper bad
debt reserves made by the officers of the client company, and this even
where there is no suspicion of dishonesty. "If there were circumstances
which seemed to call for inquiry [ about unproductive debts], the auditor must make the proper inquiry, and if he did not take the proper
steps to have the matter sifted, he did not fulfill the duty he owed." 116
The New York Supreme Court in State Street Trust Co. v. Ernst 1 u
was satisfied that a prima facie case of misrepresentation was made out
against an auditor who did not question the "haphazard" ~ay in which
reserves for doubtful accounts had been computed by the management
in order to arrive at a profit for dividends: Commission accounts receivable had only a one per cent reserve though there was clear indication of a stagnation in the turnover of the commission inventory; ·commission account advances were labeled inactive and in liquidation, but
no reserve was provided; accounts receivable of $3,200,000 were protected by a reserve of only $r5,ooo although $72,000 of bankrupt accounts were included in the gross receivables; a $ r 0,000 overdue demand note was not reserved for; finally, a $800,000 account included
$300,000 wholly fictitious sales. However, in a dissent:ing opinion,
Judge Lehman found in favor of the defendant public accountant
that, inasmuch as the estimate of reserves for bad debts was a matter of opinion, there was nothing in the statement of the defendant
which did not represent an opinion honestly held. The judge argued
that providing for a one per cent loss was doubtlessly overoptimistic, yet
based on facts; labeling the commission accounts as inactive, etc., was, in
effect, a sort of -warning signal; and, finally, the amount of $72,000
bankrupt accounts as against a total of $3,200,000 was insignificant. In
the end, though the judge would" not find any fraud, he admitted negligence, which "consisted only in failure to give the information, which
they obtained through such examination, the effect which e~ert witnesses testify should, in their opinion, be given to it." 118
The opinion of Lord Justice Holmes in the Irish Woollen case 119
may be considered an exception. Although in general the auditor was
Id at 685.
(K.B. 1920) D1cKSEE, AUDITING, 15th ed., (co11ection of cases) 964 (1933).
116 Id. at 969.
117 278 N.Y. 104, 15 N.E. (2d) 416 (1938).
118 Id. at l 28.
119 (Ir. Ct. 1900) D1cKSEE, AUDITING, l 5th ed., (collection of cases) 761 (1933).
114
115
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held negligent for a series of omissions, he was not niade liable for the
insufficiency of the reserve for bad debts and the absence of a reserve
for cash discounts. Lord Justice Holmes said: "As to the provision for
the 'bad d~bts,' if there is any one thing upon -which an Auditor is dependent upon the officers it is the writing off, or making the prospective
allowance for, bad debts. He hq.5 no personal knowledge of the customers." 120 No personal knowledge, yes; but he has other means of
forming his own opinion such as tracing subsequent payments, independent confirmation, past experience, trade customs, ordinary business
prudence, etc.
C. Inventories
The first case to deal with inventory verification was In re Kingston
Cotton Mill Company. 121 After the events of the McKesson & Robbins
case and the rulings by the Securities and Exchange Commission and
the American Institute of Accountants, which made physical tests and
observation of inventory quantities a generally accepted procedure, this
early case may appear to many as antiquated. However, having been
the leading case for over forty years, it well deserves a short analysis.
Lord Justices Lindley and Loper, speaking for the majority of the
English Court of Appeal, refused to hold an auditor liable who accepted the manager's certificate as to the value and quantity on hand of
the client's stock of cotton yarn. Though the auditors had access to the
.figure for the beginning inventory, for cost of purchases and cost of
sales they did not test the accuracy of the manager's figures which in
fact were grossly overstated; they simply stated the inventories on the
balance sheet "as per manager's certificate." The court ruled that an
auditor is justified in believing tried servants of the company in whom
confidence has been placed by the company; especially since, in the
particular case, there was no apparent ,conflict between the interests of
the manager and his duty. "It is not the duty of the auditor," the court
continued, "to take stock," and, not being a stock expert, he must rely
on other people for details and on some skilled person to enable' him to
enter the inventory at the proper amount.122 It should be added that
the decision in favor of the independent accountant was not so much a
result of the court's conviction that a physical verification was not feasible as a matter of policy, which is indicated by the words of one of the
justices: "I sho\lld be sorry to see the liability ... extended any further
Id. at 764 ..
896] 2 Ch. 279.
122 Id. at 289.
120

121 [ I
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than in In re London and General Bank .... So to hold would make the
position of the auditor intolerable." 128
Other English cases such as the Irish Woollen case 124 and Mead v.
Ball 1 25 followed the earlier leading decision. In the second-mentioned
case the auditor had been hired by a prospective purchaser of the business to investigate the financial position of a pharmacy. He failed
to discover a considerable inflation of the merchandise inventory.
He was charged with negligence for not noting as suspicious certain
changes in handwriting and certain corrections on the original stock
sheets. He was also blamed for not taking exception to the excessive
number of items shown as in stock at the various nine shops and the
warehouse although only a short time before the inventory-taking
most of the merchandise had been moved to the warehouse. The auditor was upheld by the court as having observed all reasonable care, since
he had checked the clerical accuracy and the pricing on the stock sheets
and this was all that could be expected from him.
Though, as has been earlier mentioned, no case before the McKess~n & Robbins investigation ever emphasized the need for physical
verification by the auditor himself, there _took place what may be
called a constant "whittling down" 126 of 'the doctrine in the Kingston
Cotton Mill case. In 1907, the judge of the Liverpool Court of Bankruptcy said: "I don't think he [ the auditor] ought to have accepted
the statements of a director as to the taking of stock." 127 The Ulster
Chancery Division in 1931 held directors and auditors of a company
liable for wrongly paid dividends, partly because merchandise stock
had been overvalued resulting from the statement of obsolete stock at
cost, instead of realizable value.128 In Colmer v. Merret, Son &
Street 129 the auditors were held negligent because they failed to establish a relationship between successive stock sheets by means of reconciling them with recorded purchases and sales, a reconciliation which
could have been easily done since the company's trade was in motor cars
and only a few large amounts were involved in the reconciliation.
128

Id. at 290.
(Ir. Ct. App. 1900) D1cKSEE, AUDITING, 15th ed., (collection of cases) 761
(1933), mentioned supra, notes 106 and I 19.
125
106 L.T.R. (N.S.) (K.B.) 197 (i9u).
126
D1cKSEE, AUDITING, 15th ed., 361 (1933).
127
Liverpool & Wigan Supply Assn., (1907) id. (collection of cases) 841 at 845.
128
In re John Fulton & Co., Official Liquidator v. The Company and Henry
Jenkinson & Co., (UI. Ch. Div. I 931) id. 1029.
120
(K.B. 1914), id. 917.
124
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Finally, in In re Westminster Road Construction & Engineering
Co./30 the responsibility for figures of work in progress was squarely
put on the shoulders of the company's outside auditor. ''With regard
to the over-valuation of work in progress the expert evidence was that
it was the duty of the auditor to check the figures at which work-inprogress was brought into the balance sheet." "It was the duty of [ the
auditor] to satisfy himself that nothing was included in the work
valued as in progress on [ the balance sheet date] :which was in fact done
after that date" and "that all expenses or liabilities incurred by the
company in connection with the work so valued had been brought into
account." 181
The importance of inventory verification by means other than
physical tests recently became apparent again after Accounting Release
No. 30 was issued by the Securities and Exchange Commission.132 The
liberalized policy permitted under this ruling, which deals with the
omission of physical inventory-taking to avoid interruption of vital war
production, requires the auditor to take "all reasonable and practical
alternative measures ... to assure the substantial fairness of the inventory amounts." An essential part of such alternative measures will
necessarily be the examination of the client's book and other accounting
records.183
D. Securities
Justice Romer in his decision in the City Equitable Fire Insurance Co. case 184 said it is the duty of a company's independent auditor to satisfy himself that the securities owned by the company in
fact exist and are in safe custody, and he reviewed the circumstances in
which an auditor might or might not be justified in accepting the certificate of banks or persons in whose possession such securities may have
been placed. In this case, the auditor had, as a means of verifying cash
and securities held in safekeeping by a brokerage firm, obtained a certificate from a partner of the brokerage firm who was also the managing
director of the audited company.
Relying on the certificate, the auditor failed to detect certain window dressing operations on the balance she~t and to report the true cond,ition of the company's investments, the greater part of which was later
(Ch. D. 1932), id. 1080.
Id. at 1100.
182 Jan. 22, 1942.

lllo

131

See also Am. Inst. Acc. Statements on Auditing Procedures No. 17, Dec., 1942.
:s [1925] Ch. 407 at 497·
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lost through bankruptcy of the brokerage firm. The court found that
the auditor committed a breach of duty in not personally inspecting the
securities, in accepting the certificate of the brokers and in not either
insisting upon those securities being put in proper custody or in reporting the matter to the shareholders. "It is for the auditor to use his
discretion and his judgment, and his discrimination, as to whom he shall
trust." "He must take a certificate from a person who is in the habit of
dealing with and holding securities and whom he, on reasonable
grounds, believes to be, in the exercise of the .best judgment, a trustworthy person to give such a certificate." 185 But in the words of Pollock, M. R., in respect of this burden the test of common sense and
business habits can be applied, rather than to impose upon the auditor a
rigid rule.
In Canadian Woodmen of the World v. Hooper 186 the auditors
failed to report for three years that instead of an investment in railroad
bonds as ordered by-the board of directors, the broker of the client had
made the investment in some obscure industrial bonds; they were held
liable for a "positive act amounting to misconduct" 137 and responsible
for any loss which resulted from their failure to report the true state
of affairs.
E. Liabilities
"The duty with regard to the ascertainment of unrecorded liabilities
must be determined by the nature of the business carried on and the
practice of the persons or bodies with whom the company did business
of sending in their invoices." This was a pronouncement of the English
High Court in the case of the Westminster Road Construction &
Engmeerin-g Co.188 where suit had been filed against an auditor who did
not discover substantial liabilities for subcontracting and for contractor's
reinstatement work. The auditor failed to notice that the creditors of
the audited company usually sent in their statements only after an interval and that liabilities of the kind in question must have been incurred during the period under review. The court found that inasmuch
as sufficient time had not elapsed for the invoices to have been received
and recorded on the company's books, "it became his [ the auditor's]
duty to make specific inquiries as to the existence of such liabilities and
iss Id. at 514.
:i,,ss [1933] l Dom. L. Rep. (C. A. Ont.) 168; [1935] 2 id. 802. Annotation
criticizing the decision for its implications; [1933] I id. 172.
137 [1933] 1 Dom. L. Rep. (C. A. Ont.) 168 at 171.
188 (Ch. D. 1932), D1cKSEE, AUDITING, 15th ed., (collection of cases) 1080 at
1099 (1933).
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also, before he signed a certificate ... to go through the invoice files of
the company in order to see that no invoices relating to liabilities had
been omitted." 139
An auditor may also be negligent if he does not discover liabilities
due to his failure to compare the creditors' ledger balances with statements of account forwarded by the various creditors. Though all expert
witnesses in the Irish Woollen Company case 140 testified that this course
was never taken unless there was something to arouse suspicion, Lord
Justice Holmes thought this was part of the auditor's duty for many
reasons: "I am of the opinion that if due care and skill had been exercised, the carrying over and suppression of invoices would have been
discovered." 141
Another way of discovering suppressed-liabilities is the investigation
of subsequent transactions, particularly of payments of ·invoices recorded after the balance sheet date: this was-at least indirectlyrecognized by the English Court of Appeal in Mead v. Ball, Baker &
Ca. 142 In this case, the auditors did make a search of the books and,
finding only one item of £60 which represented a liability incurred at
the time of the balance sheet date but no other trace of unrecorded
liabilities, they were not held liable for their failure to disclose certain
more substantial liabilities actually suppressed by the client company.
The need for independent confirmation was not stressed until the
McKesson & Robbins case which demonstrated the usefulness of this
procedure particularly in a situation "where large purchases are made
from a few otherwise unknown suppliers." 143
With respect to the disclosure of contingent liabilities; especially if
·substantial amounts are involved, a United States circuit court of appeals could see "little excuse for omitting from the balance sheet mention of contingent liabilities." 144 There was conflicting testimony as
to whether it was an abuse of good accounting practice to omit such
liabilities-in the case in question they were represented -by guaranties given by the client, a construction company, to bondholders,
covering the completion of buildings under construction which had
.been mortgaged as a security for the bondholders. Even if the· court
found that such "abuse"-which it definitely was--did not amount
Ibid.
(Ir. Ct. App. 1900) id. 761.
141 Id. at 766.
142 106 L.T.R. (N.S.) (K.B.) 197 (1911).
143 Sec. & Exchg. Com., Accounting Release No. 19, Dec. 5, 1940, p.
144 O'Connor v. Ludlam, (C.C.A. 2d, 1937) 92 F. (2d) 50 at 56.
139

140
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to fraud unless accompanied by an intent to conceal, it clearly admitted that the omission was a violation of the auditor's duties to
reveal all material facts affecting the financial position of the client
company at the balance sheet date.

F. Operating Accounts
The Royal Mail case was the first case to deal with the auditor's
responsibility for the operating statement.145 At the time of the trial it
was an innovation when the prosecutor contended that auditors cannot
disassociate themselves from all liability for the correctness of the profit
and loss account. However, the effect of the court proceedings was tremendous and swift: Two years after the case had been tried, Henry
Morgan, in his address to the International Congress on Accounting
held in London in r 933, could say: "Most accountants will agree today
that if any feature of the profit and loss account involved anything of an
improper or misleading character, it would be the auditor's duty to
draw attention to it in his report." 146 It should also be mentioned that
since 1932 the accountant's short form report adopted by the American
accounting profession expressly mentions the "related statement of income and surplus" to whose fairness the. auditor certifies., No further
decision has been made public to date which affects the auditor's responsibility for the operating accounts.
CONCLUSION

The foregoing list of court decisions can by no means be called
complete. Not only may there be more cases affecting the duties of the
professional auditor which so far have not been made available to the
public or which may have escaped the attention of the author; it is also
evident that the cases discussed here do not ·exhaust the great number
of auditing problems likely to arise in the course of any one audit-nor
do they exhaust the list of auditing procedures or standards which
would have to be included even in a statement of a very concise nature.
Yet, it is felt that some of the formulations contained in the quoted
court decisions may well be utilized in any definition of the auditor's
duties.
Furthermore, it is admitted that most of the judicial statements
were made in regard to the specific case under review, and any generali145

146

Rex v. Kylsant, 48 T.L.R. (Cr. App.) 62 (1931), mentioned supra, note 76.
Int'I Cong. on Acctg., Proceedings, 487 ff, 514 (London, 1933).
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zation to give them at1;thority in other audit situations should be made
with the utmost caution. On the other hand, the value of precedents
upon which the entire Anglo-American legal system is based should not
be ignored by the accounting profession, and the wealth of ·decisions
available for study can be very profitably used as "a guide to younger
practitioners and a protection to those unjustly [ or justly] accused of
negligence" 147 as well as "a recognized and objective yardstick against
which to measure our individual judgments as to what we can reasonably be expected to have done in particular circumstances." 148
147
148

Editorial, 72 J. AccTcY. 385 at 386 (1941).
S. J. Broad, "Auditing Standards," 72 id. 390 at 396 (1941).

